
FEB 2 8 1991 

Assistant Regional Commissioner (Exe%;nation) EX:E:Z 
Southeast Region ~. 

Chief, Branch 6, Office of Assistant 
Chief Counsel (Passthroughs & Special Industries) CC:P&SI:6 

Effect of the Morrison Case on ACRS&ACRS, and related matters 

This is in response to your memorandum to the Assistant 
Commissioner (Examination) dated September 10, 1990, regarding a 
July 31, 1990, memorandum from the Atlanta District Office. 
Copies of these memoranda are attached. Essentially, the Atlanta 
memorandum inquires as to the Service's position with respect to 
structural component depreciation in light of Morrison Ine., v. 
Commissioner, 891 F.2d 857 (11th Cir. 1990), and the cases that 
preceded it. These cases include Scott Paper Co. v. 
Commissioner, 74 T.C. 137 (1980); A.C. Monk & Co. v. United 
States, 686 F.2d 1058 (4th Cir. 1982); Illinois Cereal Mills 
Inc., v. Commissioner, 789 F.2d 1234 (7th Cir.), cert denied, 479 
U.S. 995 (1986); pisgv Wiaav Southern Inc., v. Commissioner, 803 
F.2d 1572 (11th Cir. 1986); and Albertson's Inc., v,. 
Commissioner, T.C.~ Memo 1988-582 (1988). 

We agree with the Atlanta memorandum's observation that the 
structural component issue has not disappeared with the 
expiration of the investment credit. The classification of 
property as personal or real for depreciation purposes is closely 
related to the investment credit rules. The court in Albertson's 
notes that additional recovery deductions under section 168 of 
the Internal Revenue Code will be available if the taxpayer 
prevails on the investment credit issue. Thus, even though the 
cases cited above deal with the investment credit, their 
conclusions will greatly influence property classification for 
depreciation purposes. 

While the structural component issue has always existed in 
the depreciation context, the much longer recovery periods for 
real property under MACRS have encouraged taxpayers to classify 
structural components as personal property. We are not surprised 
that agents are uncertain how to proceed with tneir examinations 
in light of vorrison and the cited cases. We agree with the 
memorandum's observation that the Tax Court in Morrison applied 
its own rationale inconsistently. 
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The structural components at issue in the cases ci%ed above 
were generally electrical systems and heating and air 
conditioning systems (RVAC). With respect to electrical systems, 
we are presently considering a proposed Revirsrl Action on 
Decision prepared by the Assistant Chief Counsel (Tax Litigation) 
for the Illinois Cereal case. The revised AOD was prepared in 
response to the adverse decision in Morrison. In Morrison, the 
Service attempted to apply the "adaptable to other operations" 
test used by the 4th Circuit in Monk. The 11th Circuit 
specifically rejected this approach and accepted the Tax Court's 
"functional allocationn method originally set forth in Scott 
Paoer. This method had also been applied, and the Monk approach 
rejected, by the 7th,Circuit in Illinois Cereal. 

The government's petition for certiorari in Illinois Cereal 
was denied by the Supreme court. In view of this denial, and the 
11th and 7th Circuits' rejection of MA in favor of the Tax 
Court's functional allocation method, the draft of the revised 
AOD recommends that the Service not challenge the use of the 
functional allocation method by taxpayers. While a final 
decision on this matter has not yet been made, we believe that 
the recommendation of the revised AOD will be adopted. 

The RVAC issue was considered in the Piaav Wiaaly and 
Albertson's cases. In these cases the Service argued that all 
components of HVAC systems are structural components unless the 
18sole justificationV8 test of section 1.48-1(a)(2) of the 
regulations is satisfied. In rejecting the Service's arguments, 
the Tax Court and the 11th Circuit applied a primary purpose 
standard to the sole justification test . We continue to believe 
our position in these cases is correct and we do not accept the 
court's primary purpose approach. At the present time Tax 
Litigation is preparing to appeal Albertson's. We are hoping for 
a result that will disagree with the 11th Circuit so as to 
establish an inter-circuit conflict that will be appealable to 
the Supreme Court. 

As the Atlanta memorandum points out, the Service did not 
appeal the Tax Court's decisions regarding several other 
component systems in Morrison. The failure to appeal does not 
mean that the Service accepts the court's conclusions regarding 
these systems. The Service's position regarding these systems 
has not changed. Instead, the Service and the Justice Department 
made a tactical decision to focus the 11th Circuit's attention on 
the electrical system, which was the major issue. The other 
issues raised in the Tax Court should continue to be raised by 
examining agents. 
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As indicated by the preceeding discussion, structural 
component depreciation is presently in a state of flux. This 
memorandum reflects the current views of the Service retarding 
the various component systems discussed. We hope thi:: memorandum 
has been responsive to your inquiry. If we may be of further 
assistance in this matter, please call Mark Pitter at 
FTS 566-3292. 

CHARLES B. RAMSEY 

Attachments: 
As stated 

cc: Bettie Bicca 
Ken Jones 

CC:P&SI:6/MMP;seh/(202) 566-3553102-27-91 



Internal Revenue Service 
memorandum 

date: SE? 10 1990 

to: Assistant Commissioner (Examination) EX:C:N 
National Office 

from: ARC (Examination) EX:E:2 
Southeast Region 

Subject: Effect of the Morrison Case on ACRS/liACRS, and Related matters 

Attached is a memorandum from the Chief, Examination Division, 
Atlanta District, dated August 3, 1990. The memorandum concerns 
the confusion surrounding the Internal Revenue Service's position 
regarding the classification of Section 38/1245, property for 
tax purposes and the recent court decisions in this area. This 
presents a severe tax administration problem for field personnel. 
If field personnel are to continue raising and proposing issues 
in this area, we will need authority which considers the latest 
court cases. Should we cease raising and proposing issues in this 
area, we need to know the authority. 

If you have any questions, please contact me at FTS 841-6805, or 
have a member of your staff contact Charlie Brantley at FTS 
841-0007. 

Attachment - as stated 
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hternal Revenue Service 

memo’randum 

date: July 31,199O 

to: Mason Murphy, Manager, Group 1234 
Atlanta District Office 

from: Ronald W. Ridpay, Engineer, Group 1234 
Atlanta District Office 

subject: Effect ofltionision Case on ACRVMACRS, and Related Matters. 

Cite: Morrison, Incorporated, et al, Petitionen-A ellees, Cross Appellants v. Commissioner o htemal 
Revenue, RespondentAppeIlan~ Cross-Appellee, K. S Court of Appeals, 11th Circuit; B-866 5 , li9iw; 
AIf’g Tax Court, T.C.Memo. 1986-129. 

Just this week, still another 
mestment 

rson asked me what we en,tieers are going to be working on DQFUUJ 
. ” . . cannot believe how many IRS 
better) seem to be ignorant of the fact that most of the d if2 

eople (including those who should know 
cult and recurring problems that we used 

to have with investment credit are still present because of the depreciation impact. 

Without goin 
rulings, I wou P 

into minute detail, such as citing all relevant cases, code sect$ons, regulations.ani 
d l&e to urge that we try to pubhcize and emphasize the signu%ance of a contmulpg 

depreciation issue which many peo le - eYen experienced rofessionals who are familiar with tb 
general to ic - either never knew a 

P 
L ut or believe expire1 , with the repeal of investment tax credit at 

the end o 1985. This issue area involv& the classification by taxpayers of-certain portions of building 
construction projects into section 38/1245 property accounts, for depreciation purposes. 

In addition,! would like to suggest that the 
ture deprecation (cost recovery) deductions 
of, various components or systems of depreciable 
year propeay under MACRS, after 12-31-86) on a scale 
perienced previously. The definitions of section 38 property 
1245 
were g 

roperty are very similar. There have been hmes since 
as&ly identical. Slight changes over the years 

there are some minor differences now, but these are not 

As you are keenly aware, for many yearS taxpayers and their c0nsuItant.s made studies of buildin con- 
% struction projects and carved out costs of components which they claimed were qualilied as tan@ le 

* $e.rsonal property for investment credit u es. The IRS had countless disgutes with taxpayers 
over this sue during the years nor to 9 

‘X & Wbirmey over work they did 
&’ Pr . A major &pute arose with the accountiflg iirm Ernst 

r their clients in this area. A less publicized CoroUary &sue to the m- 
vestment credit issue was the depreciation aspect which existed due to the fact that section 38 proper- 
ty in most instances was also section 1245 property, which was subject to a shorter useful life or 
recovery period than section, 1250 property. . 

During the years immediately after ACRS began, in the normal case invutig a carve-out of Fection 
38/1245 pro 
section 12.5 r 

rty, the section 1245 property would have a 5-v myery riod, and the residual 
property would have a 15- 

plied to both categories under ACRS. 4-h 
ear recovery period. The stray PEe methodwould have ap- 

e exact dates are not critical or the purpose of thu d~cus- 
sion, but the recovery period for the section 1250 prop-e under AC’RS later was revised from 15 

?R years - first to 18 years, then to 19 years, then under MA S to 315 years for non-residential real 



Mason Murphy, Manager, Group 1234 
Atlanta District Office 

Page 2 

Most of our issues or disputes with taxpayen and their consultants, in the later years of the invest- 
ment credit era, have been over buildin components. With the expiration of the investment credit at 
12-31-85, (except for the transitional N es for binding wntracts) many people thought that this wn- f 
trovenial area would soon drift away with the passa 
into the post-1985 tax yean. Even engineers in the !i 

e of time and the progression of OUT G audit cvcles 
eld and in the national office, not to mention ac- 

wuntants, attorneys, and others, have voiced this prewnceptioe After all, 
G 2(e)(l) denies wmoonent deoreciation on build& wmoonents. does it not. 

reposed regulation l.l@- 
In addition to the fact 

i 

thai ‘these proposed regulations have never bewm: fin$ the prohibition contained therein against 
component depreciation for building components only applies to building components which are 
“structural components” as defined m regulation 1.4%1(e)(2). Such components are also section 
1250 property. 

The issue of which elements of the construction wst of a bulldii 
fi 

pro’ect are section 1245 rather 
than section 1250 pro erty is as im ortant to taxpayers today un er 
credit) as it was in 19 8 Iv 

i&XS (without the investment 
3 under AC S (with the investment credit). This is due to the compound effect 

of two factors. One is the current potential downward shift in useful life tYom.31.5 years to 7 ears. or 
possibly even to 5 
to 5 years. The ot K 

ears, compared to the 19S3 
er factor 1s the tential shi!? 

tentialshiftmus$ulhfewhmhwasmerelly~om,15 

ing balance method of computing 8” eprwiation. 
from the stratght lure method to the doub e declm- 

I have determined from observation, and kom asldng corporate tax managers, that most t 
their consultants) are still making substantially the same studies that they made during the 
even though the motivation ,is merely the depreciation advantage. The tssues today, 111 spate of the 
popular notion to the contrary, are just as prwalent and just as signikant as before. And, due to 
recent litigation, they are about to become even more challenging. 

tho& cases found that aim& 
retail stores. The courts in 
on requirements for operation 

ut we still lost the cases. We won A. C. 

The most immediately telling illustration of the confusion which the rationale ofMorrison introduces 
is by a comparison of the Court’s descriptions and opinions on the foregoing two systems with 1t.s I 
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description and opinion on the kitchen hand sinks. These kitchen hand sinks were held not to 
qualify, and to be structural building components, largely because they were permanent1 

is 
connected 

to the kitchen water piping and dramage systems, which did qualify. In other words, the 
1’ 

tchen hand i 
sinks were part of the non-qualified bullding plumbing system even though then water supply and 
drainage systems were not 

The Tax Court in Monison, citing SCOU Paper, stated that “items occurring in unusual circumstances 
that do not relate to the operation or maintenance of the building should not be considered as strx- 
tural components even though specificaily listed as such in secrioa 1.4&l(e)(2) of the Income Tax 
Regulations.” The gist of the Tax Court’s thinking in this regard appears to be that, d the Item m 
question is not one which would be found in almost any buddmg, regardless of the particular design 
and use of the building under consideration, and especiallv if it LS used directly with equtpmeot or in 
connection with the activity for which the buildii 
to the operation or maintenance of the building. 5 

was deiigned, it will not be considered as related 
t appears that the Tax Court believes that, to be 

considered a structural component, an item must be one that would virtuall 
least useful, for the operation or maintenance of any building, regardless o ? 

always be needed or at 
us present or future use. % 

Even here, however, the Tax Court is inconsistent, as its anal 
several components will reveal 

4 
anicularly those with regar $ 

es and conclusions with regard to 
to the non-qualified kitchen sanitary 

wall and floor tiles, kitchen ban 3 x&s, set-&g line wncrete curb, and vanity cabinets and counters - 
on the one hand - versus the qualiSed customer line screen, emergency lightin 
and kitchen drainage - on the other hand. Morrison is a di5cult case for us to cf 

kitchen wate: pi@ng. 
eal with, and not just 

because of the allocation of the wst of the electrical wmpooents and primary electrical system. 
\ 

An attorne 
recently 

in Chief Counsel’s Office who specializes in the IX and related areas of the Code has 
to Y d another IRS engineer manother region that it is extremely unlikely that the Service 

would choose to Lirigate this primary electrical system allocation issue again considering that the 
Supreme Court derued Cen inNin0i.s Cereal AGi, and that we have lost 3 out of 4 cases, including 
all of the Tax Court cases. It is more likely that we will acquiesce in lllinois Cereal Mi.JLs, and de&e 
to respond at all to Morkon. This would mean that none of the other confusion and mcqnsrstency of 
Mornson would be dealt with - except by us here in the field on a catch-as-catch-can basis. 

‘_ 

~Inasmuch as this severe tax administration problem is obviously going to be a continuing one, then, 
Con 
leve f 

ess, or at least Treasury Department or Internal Revenue Se~ce 05cials at the policy malang 
should be made aware of it If they choose to let it continue, then at least it should be done 

with the knowledge that the situation emsts rather than without that fowled 
f 

e. 
here in the field need to be informed, .as soon as possfble, what the position 0 

In any.evenf we 

~~~$l~~&?l$%s$i?~~.k$ “” ‘“!? 

the %~ce will be on 
ing these issues we need to have &ash authoqty 

also pro ably need to +mxase or redirect our poridorcq m .’ 
order to handle the additional workload. IEwe are to cease raising these issues, we aeeo to ImOW o 
what authority. The established, published, position of the Service -such as it is -does not reflect Ix e 
impact of the most recent cases aor the unpublished informal, position of certain informed in- 

4 

dividuals in the Service. 1 

__ 
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Another important consideration which has not yet been mentioned in this memorandum is the con- 
tinuing administrative cost to taxpayers who are oni 
under the law. The law in this area (section 38/124 r 

trying to determine their correct tax liabili 
vs. nonsection 38/1250 

forced unnatural, artificial, distinctions to be made between, or allocations 
accepted construction categories or divisions used in building construction cost 
subcontracting, and cost accounting. 

This has meant that extra record keeping was required, and, in must cases, it has meant that sp$ai 
cost estimating studies were also required, either by staff perT0nn$, or 7 outside consulta+, m 
order to determine the taxpayers’ version of the correct c asslficahons o cost, under t$eu mterpreta- 
tion of this very complex body of income tax law. Making the study is only the be-g in many 
cases. If the IRS audits this item, there will be audit sup 
the taxpayers’ claims, including accounting, legal and ot r 

t-t expenses associated with the defense of 
er costs, perhaps even through the Courts. 

For almost thirty years now, this administrative wst or burden has pla 
trying to determine - to the best of their ability - their correct tax liab 

gued taxpayers who were only 
ty. It has also been a wnstder- 

able expense to taxpayers who were trying to take every advanta e they could of our tax system, and 
of the innate difficul 
minimize their tax ha I@ to the maximum extent possib e. .2.. we have in administering this wm p bo&ofincometaxlaw,inaneffortto lex 

This is a problem area which seemingly will just not go away. Taxpayers and the Service have the 
same baste problem, exce 
credit as of the end of 19 i 

t that their version may be worse than ours. If the repeal of the investment 
5 was mtended to solve the problem, it has not succeeded. Recent litigation 

in this area, including theMorriron case, has helped in some definitional areas, but has exacerbated 
the situation in others. 

From the point of view of engineers and agents who are having to deal with these issues during ongo- 
ing examinations, this is a matter which should be treated with some urgency. On behalf of all of us, 
and for the good of the Service in trying to carry out its mission, I recommend that you use whatever 
influence you have to bring this matter to the attention of IRS management, in the hope that some 
action might be taken, and some relief granted, in the near future. 

: 

Ronald W. Ridgway, PE. 

:3 
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